University of Mississippi

eGrove
Federal Publications

Accounting Archive

1940

Securities and Exchange Commission today made public an
opinion in its Accounting Series dealing with the form of
accountants' certificates
United States. Securities and Exchange Commission
William W. Werntz

Follow this and additional works at: https://egrove.olemiss.edu/acct_fed
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
United States. Securities and Exchange Commission and Werntz, William W., "Securities and Exchange
Commission today made public an opinion in its Accounting Series dealing with the form of accountants'
certificates" (1940). Federal Publications. 101.
https://egrove.olemiss.edu/acct_fed/101

This Article is brought to you for free and open access by the Accounting Archive at eGrove. It has been accepted
for inclusion in Federal Publications by an authorized administrator of eGrove. For more information, please
contact egrove@olemiss.edu.

For Release in MORNING Newspapers of Tuesday, February 20, 1940
SECURITIES AND EXCHANGE COMMISSION
Washington
ACCOUNTING SERIES
' Release No. 13
The Securities and Exchange Commission today made public an opinion in its Accounting Series dealing with the form of accountants' certificates. The opinion prepared by
William W. Werntz, Chief Accountant, follows:
"In a recent case a registrant had not maintained cash books, journals, other books
of original entry or ledgers during the period covered by the financial statements filed
by it with the Commission. Its files, however, contained original underlying data such
as cancelled checks, check stubs, bank statements, purchase orders, vendors invoices,
sales orders and duplicate sales invoices.
"In order to prepare financial statements it was deemed necessary by the independent accountants who certified the statements that the cash transactions and sales be
recorded in books of original entry and in turn posted to a general ledger and that the
books then be adjusted to an accrual basis. The entry and analysis of the transactions
in formal books of account were carried out by one of the firm's junior accountants,
loaned on a per diem basis, and by an officer of the company. The accountants maintained that this preliminary work consisted merely of classifying and summarizing
records of transactions prepared by employees of the company at the time of the transaction. However, in many cases notations as to the purpose of disbursements had not
been made on the check stubs contemporaneously with the transaction and accordingly it
was necessary to rely in such cases upon the memory of an officer of the registrant in
classifying and recording disbursements.
"Upon the completion of this preliminary work the certifying accountants found that
satisfactory determination had not been made of the balances in certain of the registrant's asset, liability and income and expense accounts. In the second or audit phase
of the engagement the accountants therefore deemed it necessary to undertake work of a '
special nature and in some instances to make original determinations as to the amounts
of such accounts.
"As an illustration of the condition of the accounts, it may be pointed out that
in making their examination the accountants determined that certain payments by customers had not been reflected in the accounts. Upon inquiry the accountants learned
that the amounts unaccounted for had been received for the account of the registrant
by a company affiliated with the registrant, or by an officer of the registrant, or by
the registrant's principal vendor. These amounts were thereafter taken into consideration by the accountants in determining the balances due to the affiliate, the officer,
and the supplier, as well as in accounting for the proceeds of sales and the balances
due from customers. It thus appears that the accountants rather than employees of the
registrant made the only realistic determination of these particular balances and that
such determination was not based solely on underlying records of the registrant made
by its employees, contemporaneously with the transaction.
"After thus ascertaining that a balance of $54,000 was owing by the registrant to
its affiliate as of December 31, 1938, the accountants requested a written confirmation
of this amount from the affiliate, After a confirmation of the amount had been received, the accountants in the course of other necessary work learned of transactions
which appeared to reduce the amount' owing by the registrant to its affiliate to $39,000.
Confirmation of this new amount, $15,000 less than the original balance, was also requested and obtained from the affiliate in due course. This difference was in large
part accounted for by a deposit by the registrant with a vendor in connection with a
purchase order. Subsequently, the vendor paid over to the registrant's affiliate the
amount of the deposit as a refund. However, the officer responsible for the accounts
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of both the registrant and its affiliate apparently had no knowledge of this transaction until discovered by the accountants and called to his attention. Thus it appears
that at no time had either of these companies independently determined the status of
the account between them. Similar confusion existed in the registrant's accounts with
its officers and with its principal vendor.
"Such circumstances as these led the accountants to extend their investigations
to such an extent as to approach the character of a detailed audit. Upon the completion
of the audit entries were prepared by the accountants for the purpose of adjusting the
registrant's accounts to reflect the proper assets and liabilities and to place the accounts on an accrual basis. In my opinion, these entries were of a character and extent that would not ordinarily be effected in the course of an audit such as is contemplated by the form of certificate furnished by these accountants.
"Notwithstanding these unusual circumstances the certificate furnished by the accountants to accompany the financial statements filed with the Commission stated that:
'In connection therewith we examined or tested accounting records of the corporation and other supporting evidence and obtained information and explanations
from its officers and employees and made substantial tests of the income and expense accounts for the period under review.'
"The certificate also stated that the financial statements:
' . . . fairly present,, in accordance with accepted principles of accounting
consistently maintained by the corporation during the period under review its
position ... and the results of its operations ...'
"Disclosure of certain of the procedures followed by the accountants was made in
notes to the registrant's statement of profit and loss. In addition various notes to
the registrant's balance sheet contained partial disclosure as to the scope of the accountants' audit with respect to particular balance sheet accounts.
"In my opinion when a registrant during the period under review has not maintained
records adequate for the purpose of preparing comprehensive and dependable financial
statements, that fact should be disclosed. 1/ If, because of the absence or gross inadequacy of accounting records maintained by a registrant, it is necessary to have essential books of account prepared retroactively and for the accountant to enlarge the
scope of the audit to the extent indicated in order to be able to express his opinion,
these facts also should be disclosed, and I believe it is misleading, notwithstanding
partial disclosure by footnotes as in the instant case, to furnish a certificate which
implies that the accountant was satisfied to express an opinion based on a test-check
audit. 2/ Moreover, it is misleading, in my opinion, to state or imply that accepted
principles of accounting have been consistently followed by a registrant during the
period under review if in fact during such period books of account were not maintained
by a registrant or were grossly Inadequate, or if it has been necessary for the accountant to make pervasive and extraordinary adjustments of the character under
consideration."
1/ In this connection it should be noted that under somewhat similar circumstances the
Commission in stop-order opinions has previously held that an accountant certifying
financial data Is under a duty to disclose the existence of areas of information
about which there Is considerable doubt. See In the Matter of Livingston Mining
Company, 2 S.E.C. 141, 14-8; In the Matter of Platoro Gold Mines, Inc., Securities
Act Release No. 1807.
2/ Although not in question here, the status of accountants as independent experts may
be jeopardized when employees of the certifying accountants prepare the registrant's
ledgers and books of original entry or when the accountants' work becomes a substitute for management's accounting of Its stewardship rather than a check upon that
accounting. Cf. In the Matter of Interstate Hosiery Mills, Inc., Securities Exchange
Act Release No. 2048.

